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The American people had a front row seat for a live drama staged in a theatre
in the Middle East. As the war unfolded, we sat glued to our televisions watch
ing events as they occurred. Not everyone agreed with our role in this conflict,
but no one could escape the instantaneous replays of combat scenes. Although
those of us who remained stateside were relatively safe, we could not isolate
ourselves from what was happening on the other side of the world. Many of us
have seen spouses, children, friends, relatives or co-workers answer their call to
duty. I felt a sense of female pride when I saw a young woman helicopter pilot
being interviewed on television. At last women were claiming equal status, but
then I felt a sense of horror when I heard the news report that her helicopter
went down and she had been killed.
For the first time, we witnessed the terrible upheaval that occurs when
mothers of young children are sent into a war zone. I’ve always been a strong
proponent of the women’s rights movement, but for the first time it really hit me
that with rights, come risk and responsibility. I felt a sense of panic when
viewing newsclips of young mothers tearfully bidding their infants and toddlers
goodbye. They drew reserve pay and had an obligation to go when called, but
the terrible effect this must have had on their children cannot be overlooked.
Some children had to endure the trauma of having two parents in the Middle
East.
We have faced the realization that we are part of the world community and
cannot isolate ourselves from global happenings. Most businesses now compete
in international markets and we need to have an understanding of how different
economies and markets operate. Business schools are faced with the task of
internationalizing the curriculum. We must now prepare our students for this
multinational, multicultural environment. In keeping with that goal, many
schools have active international exchange programs. Many of these programs
have suffered during the past six months.
Schools across the country have cancelled their summer abroad programs
because of the threat of terrorist activity. Even with the “cease fire”, many
people are postponing overseas trips although security is probably at an all-time
high. Companies are simply not willing to send employees abroad.
Many multinationals are coming up with alternative means of conducting
business abroad such as teleconferencing. The fax machine has also had an
impact on the turnaround time for completing international business transac
tions. Of course the language barrier might cause some delays.
Most countries require English as a second language in their schools, so we
are very lax about requiring our students to take a foreign language. There is an
old joke, “What do you call someone who speaks three languages? — trilingual.
What do you call someone who speaks two languages? — bilingual. What do
you call someone who speaks one language? — American!”
This issue of The Woman CPA contains two articles related to international
accounting topics. One focuses on the education system in Germany, a country
heavily engaged in trade with the United States. The other compares U.S. and
New Zealand auditing pressures. Thinking about these kinds of differences
gives us a more global perspective.
As professionals we need to support the efforts of our business schools in
internationalizing their curriculums. We are conducting business on a global
basis and new graduates need to have an understanding of that environment.
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SFAS 96 Will Lead to
Changes in the Format
of Accountants’
Workpapers
By Thomas J. Hogan, Ph.D., CPA
Introduction
Accounting for interperiod timing differences involving
income taxes has long been a subject of controversy,
primarily concerning which allocation viewpoint to adopt,
which method to apply, and the meaningfulness of the
deferred tax balance derived. The current pronouncement
in this area, recently adopted Statement of Financial
Accounting Standard (SFAS) 96, has substantially
changed generally accepted accounting principles.
These changes have been controversial. SFAS 103
delays implementation of SFAS 96 until fiscal years
beginning after December 15, 1991 which will allow the
FASB to study the matter further. As discussed below,
SFAS 96 requires the construction of hypothetical future
tax returns for the amounts of temporary differences. It is
unlikely that any change will be made to this manner of
calculating the balance of the deferred tax account.
Recent articles and CPA firm publications have con
trasted SFAS 96 with Accounting Principles Board Opin
ion (APBO) 11, the former GAAP in this area. (For
example, see Deloitte Haskins & Sells (1988), Ernst &
Whinney (1988), Meonske and Sprohge (1988).) The
differences that they considered involve the asset and
liability method versus the deferred method, a considera
tion of enacted changes in tax law or tax rates versus no
such consideration, a change in definitions of the types of
items requiring tax allocation - temporary differences
versus timing differences, and adjustments to the recogni
tion of deferred tax assets and liabilities. In addition, SFAS
96 affects accounting for net operating loss carryforwards
and balance sheet classification. Examining these differ
ences should assist practitioners as they strive to imple
ment SFAS 96.
One other implementation area has yet to receive
attention. The fundamental changes called for by SFAS 96
necessitates a change in recordkeeping. The purpose of
this article is to demonstrate how practitioners’ working
papers will be affected by SFAS 96.

InterperiocI Income Tax Allocation:
Conceptual Considerations
Several approaches to accounting for interperiod tax
allocation have been considered. These methods are
differentiated principally in terms of the tax rate em
ployed. The deferred method, required by APBO 11, used
the tax rate in effect at the time of the originating differ
ence. The liability method, as discussed in APBO 11,
would multiply the originating difference by the tax rate
expected to be in effect at the time the difference reversed.
The modified liability method, as required by SFAS 96,
uses the tax rates expected to be in effect for each year
that net originating or reversing differences remain in the
computation schedule (more detailed information on this
computation is given below).
In the application of the deferred method, APBO 11
permitted two approaches. The gross change approach
multiplied the tax rate in effect at the time each difference
originated by that same difference when it reversed.
Under the net change approach, similar items were
grouped with reversing differences deducted from
originating differences before the current tax rate was
applied to the net amount. The amount of tax expense
recognized in each year generally differed under the two
approaches. Furthermore, under the gross change
approach, supporting detail had to be maintained to insure
that the appropriate rates were applied. For either ap
proach, it was difficult to relate the balance in the deferred
taxes account to any future tax payments or refunds.
Finally, under the net change approach, it was difficult to
interpret any balance remaining in the deferred tax
account after all reversals had occurred. The interpretabil
ity of any balance may have been part of the motivation
behind the elimination of APBO 11 GAAP.
SFAS 96 mandates that the modified liability method be
used in calculating deferred tax balances. The liability
method is modified such that currently enacted future,
rather than expected future, tax rates are employed.
Adjustments to the deferred tax accounts (current and
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noncurrent) must be made as tax law
changes are made by Congress. As a
further modification, each future
year’s expected temporary differ
ences is to be considered in the
calculation of the deferred tax
amount. Temporary differences
include all existing differences that
will result in taxable or deductible
amounts in future years. (SFAS 96,
para. 11, fn 8). Each year’s net
amounts remaining are treated as if
they are the only income (deduction)
amounts for that year and hypotheti
cal tax returns are prepared.

Change in Emphasis for
Record Keeping
As discussed above, SFAS 96
requires the amount of deferred
taxes to be computed as if a tax
return were prepared for the net
amount of future temporary differ
ences at the then known future rates.
Conceptually, this is a change in
orientation from past transactions to
certain future occurrences which
may have implications for record
keeping.
Consider a company with inter
period timing differences. To apply
the deferred method, it is necessary
to enumerate all originating and
reversing differences up to the end of
the current period. Flow assumptions
are necessary under the gross
change approach of APBO 11, to
determine which originating differ
ence reverses. The balance in the
deferred tax account consists of the
amount of each originating difference
multiplied by the tax rate in effect at
the time of origination.
Since under the net change
approach of APBO 11, originating
and reversing items are aggregated
before applying the current year’s tax
rate, flow assumptions for timing
differences are not vital. The prob
lem with the deferred method is
interpretability of the balance in the
deferred tax account. Indeed, if the
net change approach had been
utilized, failure to maintain sufficient
detail of timing differences over a
period of changing tax rates could
lead to a balance in the deferred tax
account relating to an item which had
completely been reversed. SFAS 96
requires computation of any deferred
tax balance as if a tax return were
prepared for the net amount of future
temporary difference. This directly
6/The Woman CPA, Spring 1991

addresses the question of what is
represented by any balance in the
defined tax account.
The modified liability method of
SFAS 96 has a changed focus.
Although this change in focus seems
to eliminate the necessity of a flow
assumption, it adds complexity to the
work schedules. For example, under
the deferred method, only a single
originating difference would be
added to the worksheet each time a
new timing difference originated.
Under SFAS 96, the entire set of
remaining originating and reversing
differences must be considered. This
is due to the requirement to prepare
anticipated tax returns as if the
temporary differences which will
occur in future years will be the only
transactions which take place.
This procedure will be referred to
as the separate approach of SFAS 96.
The complex calculations may be
simplified if the company meets the
conditions permitting an aggregate
calculation of a deferred tax liability
or asset (See SFAS 96 paragraphs 6263). Under the aggregate approach, a
single average tax rate can be utilized
to approximate the deferred tax
amounts that would be calculated
using the presently enacted gradu
ated tax-rate system. This approach
would be similar to the net change
approach of APBO 11.

The requirement of SFAS 96 to
prepare hypothetical tax returns for
temporary differences under the
separate approach requires a change
in emphasis from originating and
reversing differences which have
already taken place to expected
future time differences. The follow
ing example illustrates the two
approaches.
Consider a company in its first year
of operation for which the following
reconciliation applies:

Example Company
Pretax financial income
$500
Estimated litigation expenses
that will be deductible for
tax purposes when paid
4,000
Additional deduction for
accelerated depreciation
for tax purposes
<400>
Taxable income

$4,100

The $4,000 net deductible amount is
expected to reverse in year 5.
Depreciation expense relates to a
$4,000 five-year life asset purchased
at mid-year which is depreciated
under the modified accelerated
recovery system (MACRS) for tax
purposes and the straight-line
method (SL) for book purposes. For
the current year, this results in a $400
difference between book and tax
income, i.e., $800-$400.

Table 1
Deferred Tax Balances Under APB 11
Example Company
Deferred Tax Worksheet as of the End of Year 1
Timing Differences
Deferred
Year Tax Rate Capital Additions
Litigation
Subtotal
Taxes
Year 1
1
.15
400
<4,000>
<3,600>
<540>
<540>

Example Company
Deferred Tax Worksheet as of the End of Year 2
Timing Differences
Deferred
Year Tax Rate Capital Additions
Litigation
Subtotal
Taxes
Year 1
Year 2
<3,600>
<540>
1
.15
400
<4,000>
880
132
2
.15
480
400
<408>

The entire Cost Recovery Sched
ule is shown below.
Year MACRS SL Difference
1
800 400
400
2
1,280 800
480
3
768 800
<32>
4
461 800
<339>
5
461 800
<339>
6
230 400
<170>
*A positive number indicates an
additional deduction for tax purposes.

Table 1 presents a worksheet to
determine the balance of deferred
taxes prior to SFAS 96. The top and
bottom parts of the table are as of the
end of year 1 and 2, respectively. For
year 2 assume that at midyear the
company acquires an additional
$4,000 five year asset. This results in
the same cost recovery schedule as
shown above. The accountant’s
worksheet in Table 1 is updated each
year for additional originating and
any reversing differences. Time
differences result in deferred tax
debit balances of $540 and $408 for
years 1 and 2, respectively.
The procedures for recognition
and measurement of a deferred tax
liability or asset under SFAS 96 can
be summarized as follows. The exact
wording can be found in paragraph
17 of SFAS 96.
1. Determine in which future years
temporary differences will result
in taxable or deductible amounts.
2. Calculate the net taxable or
deductible amount for each future
year.
3. Deduct operating loss carryfor
wards for tax purposes from net
taxable amounts that are sched
uled to occur in the future years
included in the carryforward
period.
4. Net deductible amounts occur
ring in particular years should be
carried back three years, and
forward fifteen) to offset net
taxable amounts that are sched
uled to occur in prior or subse
quent years.
5. A deferred tax asset is recognized
only for the net deductible
amounts that could be realized by
loss carrybacks to reduce a
current deferred tax liability and
to reduce taxes paid in the
current or a prior year. No asset
is recognized for any net deduct
ible amounts remaining to be

carried forward. That is, future
income is not anticipated.
6. The procedure to recognize a
deferred tax liability involves the
following steps:
a. Calculate the amount of tax, on
any remaining net taxable
amounts using the enacted tax
rate for each future year.
b. Deduct any tax credit carry
forwards from the amount
calculated above. Excess tax
credit carryforwards are not
recognized.
c. A deferred tax liability is
recognized for the remaining
amount of tax payable.

Presenting a reconciliation between
income on the tax return and income
statement helps to demonstrate
whether future temporary differ
ences should be classified as taxable
or deductible amounts (Procedure
2). In fashioning a schedule to
determine any desired balance in the
deferred tax account, SFAS 96
requires the assumption that future
pretax income for financial reporting
purposes is zero. The following
reconciliation, for capital items
acquired during year 1, is from
taxable income to financial income
for year 2 from the time perspective
of year 1:

Year 2
Financial
Reporting

Tax
Return

Income before depreciation and taxes
Depreciation expense (from Cost
Recovery Schedule)

$800

$ 800

800

1,280

Taxable Income <Loss>

$0*

$ <480>

*SFAS 96 assumption

As shown in Table 2, the $480 is
considered a deductible amount. In
the example, the company does not
have any loss carryforwards, so
attention turns to deductible amounts
(Procedure 4). The Year 2 deductible
amount of $480 is carried back to the
current year, the Year 5 deductible
amount of $3,671 is carried back to
Years 3 and 4 to offset $371 of taxable
income and carried forward to offset
the Year 6 taxable income of $170.
At the end of the current year,
assuming a 15% tax rate for each of
the years shown, a current deferred
tax asset is recognized for $480 x .15
or $72. No deferred tax asset is
recognized for the $3,130 remaining
to be carried forward from Year 5
since under current tax law it can
only be carried back three years.
Table 2 B shows how the schedule
would appear at the end of year 2.
Assume that for year 2 the financial
pre-tax income is $4,500 and an asset
is acquired as explained above. The
additional depreciation for tax
purposes of $880, or $400 + $480,
results in the taxable income amount

of $3,620 shown in the Table 2 B. The
company’s decision to carryback
deductible amounts results in a
current and noncurrent deferred tax
assets of $67, or $448 x .15 and $475,
or $3,172 x .15, respectively. In
addition, a noncurrent deferred tax
liability of $135 or (221 + 509 + 170) x
.15 would be recorded. This latter
computation is simplified under the
assumption that enacted tax rates for
years four, six and seven, remain at
15%.
Notice how the workpapers under
SFAS No. 96 differ from those of APB
No. 11. Under APB 11, the deprecia
tion timing difference results in the
addition of one column and entries
for previous originating differences.
Properly designed manual
workpapers could be used for many
years with minimal updating. As
shown in Table 2, the calculations
under SFAS 96 essentially require
the construction of a new schedule
each year. Fortunately, the essence of
the revised schedule is consistent
with that of the prior year’s schedule.
Thus, use of a personal computer
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Table 2
Determining the Ending Balance in Deferred Taxes
by Applying SFAS 96 Carryback and Carryforward Rules
A. End of Year 1

Taxable income
Taxable amounts
Deductible amounts
Depreciation
Litigation
Net amount
Loss carryback
Loss carryforward

Net taxable amount
B. End of Year 2

Taxable income
Taxable amounts
Depreciation Year 1 assets
Year 2 assets
Deductible amounts
Depreciation Year 2 assets
Litigation
Net amount
Loss carryback

Net taxable amount

spreadsheet package would be
helpful when designing deferred tax
workpapers under SFAS No. 96.
The aggregate approach allowed
by SFAS 96 was briefly mentioned.
To apply this approach, one must
determine that large net deductible
amounts could conceptually be
carried back or forward (procedure
4) and that operating losses and tax
credit carryforwards could be
utilized (procedure 3). The account
ant would have to determine the
effect of changes in the tax law on
the aggregate tax rate calculated. In
addition, to use the aggregate
approach it must be possible to
identify net taxable or deductible
amounts occurring during years of
phased-in changes to tax law (SFAS
96, paragraph 62). These considera
tions as well as the need to classify
deferred tax assets and liabilities as
current or in a statement of financial
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Current
Year
$4,100

Year 2

Year 3

Year 4

Year 5

Year 6

$32

$339

$339

$170

$<480>
<4,000>
4,100
<480>

$3,620

Current
Year 2
$3,620

<480>
480

32
<32>

339
<339>

170

<3,671>
371
170

<170>

$0

So

:$3,130>

$0

Year 3

Year 4

Year 5

Year 6

Year 7

$32

$339
32

$339
339

$170
339

170

509

170

$509

$170

$0

<480>

<4,000>
3,620
<448>
<3,172>
$0

<448>
448

$0

371

<3,322>

<150>

3,172
150

$221

$0

position, would require, at last
initially, a set of workpapers similar
to those shown in table 2.
Summary
SFAS 96 has changed the method
of accounting for income taxes. A
major change involves the need to
focus on future originating and
reversing differences, rather than on
past originating and reversing
differences. The new rules tend to
increase interpretability of the
deferred tax balance at a cost of
increased recordkeeping and com
plexity.
Thomas J. Hogan, Ph.D., CPA is an
Assistant Professor ofAccounting at the
University of Lowell. He is a member of the
AAA, AICPA and the Massachusetts
Society of CPAs.
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Who Understands
Audit Reports?
By Benny R. Zachry
After three years of work, the Auditing Standards Board
(ASB) released ten new statements on auditing standards
(SASs). These “expectation gap standards” represent an
attempt to close the gap that exists between public
perception and expectations of the auditor’s responsibility
and the auditor’s assessment of that responsibility.
Among the new standards are two SASs which purport
to improve user understanding of auditor provided
information. SAS 58, Reports on Audited Financial
Statements, requires extensive modification of the
standard auditor’s report. SAS 58 became effec
tive for reports issued or reissued on or after
January 1, 1989. SAS 59, The Auditor’s
Consideration of an Entity’s Ability to
Continue as a Going Concern, requires
the auditor to indicate in the report if
there is substantial doubt about the
entity’s ability to continue as a going
concern for a reasonable period of
time. SAS 59 became effective for
audits of statements for periods
beginning on or after January
1, 1989. Issuance of these
two statements
represents the first
substantial change in
the standard auditor’s
report in some forty
years. After briefly
reviewing the back
ground and history of
these new standards,
this article will report
the results of a survey
of auditing practitio
ners and auditing
faculty regarding
these new standards
and whether the
changes in the
standard auditor’s
report mandated by
the standards will
improve user under
standability.

The Standard Report, 1948-1988
Since 1948, auditor responsibility has been greatly
expanded and clarified, but until now there has been no
corresponding change in the nature of the standard report
other than superficial changes in the wording due to
changes in generally accepted accounting principles. For
example, in 1963 the term “retained
earnings” replaced “surplus,” and, in
1971, a reference to the Statement of
Changes in Financial Position was
added.
In 1974 the AICPA formed the
Commission on Auditor’s
Responsibilities (Cohen Com
mission), which was charged
with studying the role and
responsibilities of the indepen
dent auditor and considering
whether a gap existed between
public expectations and what
auditors can reasonably
accomplish [Commission,
1977, p. xi]. Commenting
on the problem facing
the profession, AICPA
then-president
Wallace Olse, said
that, “our method
of communicating
with the users of
our reports ... is
seriously
deficient’
[AICPA News,
1975, p. 71].
Since
changes in
the standard
report had not
kept pace with
changes in auditor
responsibility, many in the
profession believed that it was
time to modify the wording in
the report.
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The Cohen Commission recom
mended in 1978 that the standard
report be revised to provide better
communication with users both with
respect to the nature of an audit and
with contents of the financial state
ments [AICPA, 1978]. Thus, in 1980,
the ASB issued an Exposure Draft
proposing changes in seven distinct
areas of the standard report. The
proposed changes were designed to
improve communication between the
auditor and the user.
Although the ASB rejected the
changes proposed in the 1980
exposure draft, work did not cease on
the project. Due to increased con
cern among accounting firms,
judges, members of Congress, and
the financial press about the quality
of financial reporting and indepen
dent audits, the ASB began work on
what eventually became known as
the “expectation gap standards”
[Official Releases, 1988, p. 144].
Added impetus to the project was
given by the report of the National
Commission on Fraudulent Financial
Reporting, better known as the
Treadway Commission. In 1987 the
ASB issued ten exposure drafts, nine
of which subsequently were ap
proved in early 1988, while one was
deferred. The tenth statement issued
contained technical corrections of
prior SASs needed as a result of the
new standards.
Scope of the Study
The new SASs represent a prelude
to major changes in how auditors will
perform and report on audit engage
ments. For the user, the wording in
the standard report is the most
obvious change. Since the ASB
intended that the new form of the
statement be a more effective
communicative device and thus more
understandable to users, an objective
of this study was to measure the
opinions that professionals involved
both directly (audit practitioners) and
indirectly (audit faculty) in the audit
process have regarding the revisions
in the audit report. Audit practitio
ners must work with and apply the
new audit standards on a daily basis.
Therefore, it is important to know
how practitioners view the new
standards in terms of effectiveness.
Audit faculty represent the aca
demic group most responsible for
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Table 1
ATTITUDES TOWARD RECENT CHANGES IN THE AUDITORS
STANDARD REPORT AUDIT PRACTITIONER (P) COMPARED TO
AUDIT FACULTY.
Responses, In Percentages
STRONGLY
AGREE AGREE

Questionnaire Statement:
1. The Users of financial statements
do not understand the old form of the
standard auditor’s report.
2. Users of financial statements will not
understand the new form of the
standard auditors’s report.
3. Use of the term “audited” rather than
“examined” in the report will be viewed
by financial statement users as a more
descriptive term of the audit process.
4. The addition of an introductory paragraph, which differentiates mana
ge
ment’s responsibilities for the financial
statements from the auditor’s respon
sibility to express an opinion on the
financial statements from the auditor’s
responsibility to express an opinion
on the financial statements will improve
user understanding of the nature of the
independent audit engagement.
5. An acknowledgment in the audit report
that an audit is planned to provide
reasonable assurance about whether
the financial statements are free of
material misstatement will result in
improved user understanding of the
independent auditor’s role and
responsibility with respect to an

engagement.
6. Elaborations on the scope of the
audit in the second paragraph will
result in improved user understanding
of the nature of the independent audit
engagement.
7. Removal of the consistency reference
will not alter the financial statement
users perception of the independent
auditor’s responsibility to evaluate
changes in accounting principle.
8. An explanatory paragraph in the audit
report describing substantial auditor
doubt about the entity’s continued
existence will be interpreted by users
to relieve the auditor of liability in the
event the entity does fail.
9. Absence of an explanatory paragraph
in the audit report describing auditor
doubt about continued existence will
be interpreted by users as assurance
of an entity’s continued existence.

DISAGREE

STRONGLY
DISAGREE

P
F

21%
13

52%
50

21%
31

6%
7

P
F

10
4

40
39

50
46

0
10

P
F

6
25

68
52

21
20

4
3

P*
F

6
30

74
61

15
7

4
3

P
F

11
11

62
66

23
22

4
1

P
F

0
8

63
60

31
28

6
4

P
F

10
8

63
57

23
26

4
8

P
F

4
4

31
19

50
58

15
18

P
F

9
14

62
58

26
26

4
1

*Chi-square analysis indicated a significant difference of opinion between audit
practitioners and audit faculty at the .05 alpha level. Differences for all other state
ments were found to be not significant at the .05 alpha level.

forming the attitudes of future audit
practitioners (current auditing
students) regarding professional
standards. It is important to know
how the academicians view the new
standards, since their opinions may
influence the viewpoint to future
auditors. Oftentimes practitioners
and academicians disagree on major
accounting and auditing issues and it
is hypothesized that the new stan
dards may represent an area of
disagreement between the two
groups. Thus, a secondary objective
of the study was to determine
whether these two groups hold
similar opinions regarding the
expected effects of SAS 58 and 59.
Table 1 shows the results of a
survey made of audit practitioners
and audit faculty regarding their
views on whether the revisions to the
audit report will achieve the result
desired by the ASB: more effective
communication and better under
standability of both the report and
the responsibility of the auditor.1
Results of the Survey
It would seem from the reported
results that both respondent groups
agree that the individual changes
made to the standard auditor’s report
by SAS 58 will result in improved
user understandability. However,
approximately half of all respondents
believe that users will not understand
the new form of the standard report
[see results for Statement 2].
Although some distributional
differences were noted in the
response by each group, these
differences were not significant at
the alpha level of .05 except for the
impact of the new introductory
paragraph. The fact that both practi
tioners and academicians have
similar opinions on these important
issues is thought to be significant
since oftentimes these two groups
tend to disagree on major accounting
issues.
Specifically, both practitioners and
faculty agree that users do not
understand the old form of the
standard auditor’s report, and many
of the respondents do not believe
that users will understand the new
form of the report. Respondents
generally agree that the addition of
an introductory paragraph describing
management’s responsibility, along
with elaborations on the scope of the

audit in the scope paragraph, will
improve user understanding of the
nature of the audit engagement.
Likewise, respondents expect that
users will better understand the
auditor’s role and responsibility if the
report acknowledges that the audit is
planned to provide reasonable
assurance that the financial state
ments are free of material misstate
ments.
Respondents do not expect the
deletion of the consistency phrase in
the opinion paragraph to alter user
perception of the auditor’s responsi
bility to evaluate changes in account
ing principle. However, one potential
problem may arise because of this
change. Since many users do not
understand the basic conventions,
assumptions, and principles already,
it is feared that consistency will
become relegated to an obscure
status as well.
Survey respondents do not believe
that addition of a “substantial doubt”
paragraph in the report will be
interpreted by users to relieve the
auditor of liability in the event the
entity does fail. However, absence of
this explanatory paragraph is be
lieved to be interpreted by users as
assurance of an entity’s continued
existence. One respondent said that
the new standards are a ... valiant
attempt to educate users and to
further protect the auditor from
lawsuits. However, if users continue
to expect guarantees ... of continued
profitability, no language changes
will dissuade them.
However, another respondent
commented that the revised report
“does not do any great harm to
anyone.” It will have a “relatively low
incremental cost and may provide
some users with additional enlighten
ment.” If that occurs often enough,
then the ASBs efforts at revising the
standard report will have paid off.
Since both practitioners and faculty
share doubts concerning the overall
effects of the new reporting require
ments mandated by SAS 58 and 59, it
would seem prudent to conduct
additional research on this topic. It is
recommended that the ASB continue
to study these issues. Since the
results of this survey indicate that
two of the groups so closely involved
in the audit process agree on many
important issues, it is believed that
both groups are poised to work

together and also with the ASB to
resolve any reporting problems still
facing the auditing profession.
Benny R. Zachry is currently Associate
Professor ofAccounting at Midwestern
State University in Wichita Falls, Texas.
Dr. Zachry received the DBA in Account
ing from Louisiana Tech University and
has passed the CPA exam.
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1 To this end, a pre-tested questionnaire
was mailed to an AICPA provided random
sample of 150 CPAs who work as auditing
practitioners. Of the 150 questionnaires
mailed, 48 completed questionnaires were
returned, for a response rate of 32 percent.
Additionally, a copy of the same
questionnaire was mailed to a sample of
150 auditing professors from colleges and
universities randomly selected from the
most recently available edition of
Hasselback’s Accounting Faculty Directory.
Of the 150 questionnaires mailed to audit
faculty, 74 completed questionnaires were
returned, for a response rate of 49 percent.
Each auditing practitioner and faculty
member surveyed was presented with a
series of nine statements dealing with the
subject material and was asked to respond
to each statement based on his/her level of
agreement or disagreement with each
statement. The percentage response by
each group to each statement is given in
Table 1. The Chi-Square test of
independence was used to determine
whether there were significant distributional
differences between the two response
groups in their responses to the ten
statements.
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A Synthesis of
Research Studies on
the Performance of
Male and Female
Accounting Students
By Lowell K. Williams, DBA, CPA
Introduction
In the last decade the influx of females
into the accounting profession has
prompted an increase in women
seeking formal accounting training
at colleges and universities. Ried
et al. [1987] note that the ratio
of male to female accounting
graduates is almost 50:50.
The increase of females
enrolling in accounting classes
has prompted studies to
determine whether differ
ences exist in classroom
performance based on
gender. Researching gender
performance is like
building a brick wall. No
single study provides
the whole wall - just
one of the bricks. It is
important to examine
the literature from
time to time to see
how the wall is
coming along. The
research conducted
so far has used data
obtained from a
variety of settings,
and under varying
circumstances to
lend support for
the findings. The
purpose of this
paper is to
summarize the
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basic motivation and results of
research studies addressing gender
based accounting performance and
draw some overall conclusions.
Why Study the
Gender Issue?
Classroom performance of male
and female accounting students
has been studied to determine
whether gender-based educa
tional needs exist and what, if any,
modification to instruction might
be appropriate. For example,
suppose future research shows
that differences in academic
accounting performance can be
traced to females’ having a higher
aptitude for qualitative classes.
One way to increase male perfor
mance might be to add nonquanti
tative illustrations to accounting
textbooks. On the other hand, if
differences are found because
females take their studies more
seriously than males, then the
way careers are discussed, not
the teaching methods should
be examined [Mutchler et al.
[1987, p. 110]. If differences
exist, identifying them may
help accounting educators to
be better equipped to provide
opportunities for all students
to reach their potential as
they enter accounting
careers.

Limitations of Research
The examination of several
research studies within an area is
important because each study has
limitations regarding its validity and
generalizability. All of the studies
dealing with gender performance in
accounting courses have one or more
of the following shortcomings: 1)
using only one university/college
and thereby limiting the
generalizability of results outside the
study, 2) using only introductory
courses where the validity of subjects
used is questionable because many
non-accounting students take
introductory courses, 3) using many
accounting courses and thereby not
allowing interpretation to a particular
type of accounting course, and 4) not
controlling for variables that could
influence student performance (e. g.,
student ability and motivation).
Results of Gender
Performance Studies
Exhibit 1 provides an overview of
studies where the performance of
males and females were compared in
accounting courses. The studies use
different measures of performance
based on points earned or letter
grade received. Sample selections
were typically from one institution;
however, studies by Mutchler et al.
[1987] and by Williams [1990] took
samples from more than one institu
tion. Several approaches were taken
in the selection of courses - some
researchers used introductory
(principles) courses, and others used
upper-level courses. Some studies
used several sections of a single
course, while others used a variety of
accounting courses.
Male Versus Female
Fraser et al. [1978] and Hanks and
Shivaswamy [1985] found females
scored slightly higher than males,
while studies by Lipe [1989] and
Williams [1990] found males to score
slightly higher. However, none of the
differences in these studies were
statistically significant.
Significant results were reported in
other studies. Bayes and Nash [1989]
reported that females performance
significantly higher than males in
intermediate accounting and the
accounting information systems
course. Mutchler et al. [1987]
reported that females significantly

outperformed males in various
upper-level accounting courses based
upon analysis of longitudinal data
(from one auditing instructor over an
18-year period) and cross-sectional
data (from ten different instructors in
three different schools). Tyson
[1989] also reported that females
received significantly higher per
formance measures in introductory
accounting. However, when meas
ures of academic ability were con
trolled, sex no longer had any
significant impact. Tyson also noted
that females had higher overall grade
point averages than did male stu
dents, suggesting that the superior
performance of females was not
unique to accounting.
Researchers have proposed
reasons why some studies have
shown females to outperform males
in accounting courses. Mutchler et
al. [1987] proposed four possible
explanations for female students
performing better than male stu
dents. They were 1) female students
may be driven to outperform their
male counterparts in order to gain
acceptance in the stereotypically
male accounting profession, 2)
females may be more motivated to
succeeded and more vocationally
mature during college years than
their male counterparts, 3) females
may have a higher quantitative
aptitude than males, and 4) females
who select the once male-dominated
profession of accounting may be
perceived by instructors as more
intelligent than male students who
are selecting a typically male occupa
tion. Lipe [1989, p. 145] notes that
each of these explanations would
have different implications for
educators.
The first explanation would lead to
concerns about the stress levels of
females in accounting courses and on
the job. The second explanation
would involve motivational methods
targeted at male accounting students.
The third explanation would concern
the ability of male students and
creating a learning environment to
meet their needs, while the fourth
explanation concerns the fair and
equitable treatment of male account
ing students.
The first two explanations relate to
extrinsic motivaton1 and the third to
aptitude differences between male
and female accounting students.

However, Tyson [1989] posits that
the suggestion that female account
ing students are more career ori
ented and career motivated than
their male counterparts is suspect.
He contends that empirical research
has shown that female students have

Researching gender
performance is like
building a brick
wall. No single
study provides the
whole wall just one of the bricks.
lower expectations regarding sala
ries, and success concerning their
accounting careers than did their
male counterparts [1989, p. 156].
Tyson also notes that suggesting
females perform higher in account
ing courses due to their higher
quantitative aptitude is unsupported
by a number of researchers who
have empirically determined that
males, not females, display higher
math achievement [1989, p. 156]. The
fourth explanation has not been
addressed in other studies, and
therefore has not been confirmed or
disconfirmed.
Personality Traits
One area that seems extremely
promising in explaining why females
have outperformed males is gender
based personality traits. Two studies
have examined the personality traits
and motivations of female and male
accounting students. Fraser et al.
[1978] found that although there
were some personality differences,
female accounting majors were more
like male accounting majors than
other females not majoring in
accounting in two areas related to
career motivation. Female account
ing students showed significantly
higher achievement needs and had
more endurance than other college
age females. However, females in the
study had essentially the same levels
of achievement and endurance as the
male accounting students studies.
Like Fraser et al. [1978], Tyson
[1989] found no significant differ
ences in extrinsic motivation between
male and female accounting students.
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Exhibit 1
Research Studies on Performance of Male and Female Accounting Students
Measure

Sample Size

Fraser et al.
(1978)

Grade point average in
class

Seven courses over five
semesters; one institu
tion

Various upper-division
accounting courses

Females outperformed
males in 25 of 35
classes, but only 3 were
significant.

Hanks & Shivaswamy
(1985)

Quartile rankings

435 students; 2 instruc
tors; one institution

Cost accounting

Females outperformed
males but difference
was not significant
Female was top scorer
in 11 of 17 classes.

Mutchler et al. (1987)

Total points earned
standardized by
researchers into Z-

A) 1,110 students; 10
instructors; 3
institutions

Various upper-division
accounting courses

Females outperformed
males in both the crosssectional and longitudi
nal data sets.

Study (Year)

Courses Selected

scores
B) 1,815 students; one
instructor over 18year period

Major Findings

Female-instructed
students received
higher scores than maleinstructed students.

Bayes & Nash (1989)

Grade point average in
class

153 students (measured
repeatedly); 7 instruc
tors; one institution

Intermediate and
accounting in
formation
systems (AIS)

Females outperformed
males in both intermedi
ate and AIS.

Lipe (1989)

Points earned on a
strictly coordinated
grading policy

401 students; 25 classes;
10 instructors; one
institution

Introduction to
managerial accounting

No significant difference
between males and
females.
Males outperformed
females when taught by
a male, and femaletaught females outper
formed male-taught
females.

Tyson (1989)

Standardized points
earned and a measure of
motivation and ability
Cumulative GPA and
course grade

Approximately 200
students (primarily non
accounting) ; 7 classes; 3
instructors; one
institution

Introductory accounting

Females outperformed
males on 3 measures of
performance.
No significant difference
between males and
females when measures
of ability (GPA and class
rankings) were con
trolled as covariates.
Regression model
derived to predict
performance; GPA and
math SAT scores were
good predictors - gender
was not1.
No significant difference
between genders in
ability measures.

Williams (1990)

Total points earned
standardized by
researchers into Z-

946 students; 10
instructors; 9
institutions

Last intermediate
course

No significant difference
between males and
females.
No significant interac
tion between instructor
gender and student
gender.

scores
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However, Tyson, using different
personality trait classifications than
in the Fraser study, found differences
between the sexes in intrinsic
motivation2. Females scored signifi
cantly higher than males on “work
needs” (the desire to perform a task
well), slightly lower on “mastery
needs” (the desire for new and
challenging tasks), and significantly
lower on “interpersonal competitive
ness needs” (the desire to outper
form others). Tyson cited research
indicating that academic perfor
mance was positively correlated with
high work and mastery needs and
negatively correlated with high
interpersonal competitiveness. He
concluded that females presumably
outperformed their male counter
parts because of the higher intrinsic
work needs of women.

Male Instructors Versus
Female Instructors
The effect of instructor gender in
student performance has been
examined with conflicting results.
Mutchler et al. [1987] found that the
sex of the instructor was related to
the performance of the student.
Female instructors were found to
have higher (and less extreme)
grades for both male and female
students than male instructors. This
would indicate that the female
instructors were either better
instructors or did not grade as hard
as their male counterparts. However,
this finding was not supported by
Lipe [1989], who showed that
students’ scores were not statistically
associated with instructor gender.
Instructor and Student
Gender Interaction
Another issue examined in prior
gender performance studies was the
interaction of the instructor’s and
student’s gender. Lipe [1989] exam
ined the performance of: 1) male
students with male instructors, 2)
male students with female instruc
tors, 3) female students with male
instructors, and 4) female students
with female instructors. Lipe found
significant differences showing male
students outperformed female
students in classes taught by male
instructors and that female students
with female instructors outper
formed females taught by male
instructors. This finding suggests

instructors are more effective for
students of their own sex. Lipe noted
that the effect may have occurred
because males and females have
different learning styles that mesh
with the teaching styles of instruc
tors of their own sex. For example, a
female having a female learning style
might perform better with a female
instructor who has a female teaching
style.
Although Williams [1990] found
that instructor gender and student
gender did not have an interactive
effect, further research should
provide more clarity in this area. If
matching learning styles is a factor,
accounting programs could measure
learning styles of students (especially
those of marginal students) and the
teaching styles of accounting faculty;
then, where possible, students and
instructors with consistent styles
could be matched.
Conclusions
The number of females entering
the accounting profession, and
therefore entering the accounting
classroom, has prompted the study of
academic performance of male and
female accounting students to
determine if gender-based educa
tional needs exist and what, if any,
changes educators might make to
meet those needs.
Although there is some evidence
that females outperform males in
accounting classrooms, review of the
present body of research shows
mixed results. Several studies have
shown females to perform better
than males; however, only two of
them showed statistically significant
differences (Mutchler et al. [1987]
and Bayes and Nash [1989]). The
Mutchler et al. [1987] study was a
major research effort supporting
gender-based differences. The
researchers presented four theories,
primarily related to the motivation
and ability of genders, to explain why
differences may have occurred.
However, subsequent studies by Lipe
[1989], Tyson [1989], and Williams
[1990] have not supported the
existence of gender-based perform
ance differences. None the less,
reasons for the differences in gender
based accounting performance found
by Mutchler et al. should be exam
ined through further study. Future
research may address questions

regarding the existence of gender
based teaching styles and the
feasibility of matching students and
instructors (Lipe [1989]). Secondly,
research may address differing
motivational aspects of students.
Examination of the intrinsic work
needs of males and females seems to
be an area that may provide insights
for gender-based differences found in
the past (Tyson [1989]). Thirdly,
questions concerning whether
instructors i upper-level accounting
courses perceive female students to
be superior to male students might
provide answers (Mutchler [1987]).
However, reasons for differences
found in prior studies may be due to
causes unique to those studies and
therefore are not generalizable
outside those groups studied.
Whatever the outcome, such efforts
could yield valuable insights and lead
to improvements in the educational
training and career placement of
accountants of both genders.
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The Current Status
of The Home Office
Deduction
Reconsidering the Focal Point Test
By Clifford E. Hutton, Ph.D., CPA
Darlene A. Smith, Ph.D., CPA
Taxpayers who engage in a single trade or business at
more than one location might want to consider taking a
deduction for the expenses of a home office. A recent
decision of the Seventh Circuit, following two decisions by
the Second Circuit, has expanded the availability of the
home office deduction by construing more liberally what
constitutes a “principal place of business.” The Ninth
Circuit recently sided with the Tax Court in a case
involving the focal point test, but elected not to criticize
the decisions in the Second and Seventh Circuits. In
response to these decisions, the Tax Court has abandoned
the “focal point” test in appropriate cases. This article
includes a review of the decisions to provide guidance to
the practitioner whose clients could benefit from this new
interpretation.

The Tax Court’s “Focal Point” Test
The home office deduction is governed by Section 280A
of the Internal Revenue Code, added by Congress in the
Tax Reform Act of 1976 and amended in 1981, to provide
“definitive rules relating to deductions for expenses
attributable to the business use of homes”1 for the guid
ance of taxpayers and the courts, and in hope of reducing
the tide of related litigation. The general rule of Section
280A disallows any deduction for individuals for the use of
a dwelling unit that the individual has used as a residence
during the taxable year. Some exceptions are allowed. A
taxpayer may deduct the expenses for business use which
can be allocated to the portion of his or her dwelling unit
used “exclusively” and “on a regular basis” as “the princi
pal place of business for any trade or business of the
taxpayer.”2 For a taxpayer-employee, the deduction is
allowed only if the home office is used “for the conven
ience of the employer.”3
In an earlier case, Baie v. Commissioned, the Tax Court
established a “focal point” test, which it still uses in
appropriate cases, to determine the location of a
taxpayer’s principal place of business. Baie operated a hot
dog stand separate from her home, but because of limited
space at the stand, she prepared all the food for the stand
in her kitchen, and did all the bookkeeping necessary for

the business in a home office. Her home office expenses
were not allowed as the Tax Court concluded that the hot
dog stand, not her home, was the “focal point” of her
activities because that was where the goods and services
were provided to the customers.

After Baie, the Tax Court consistently applied the focal
point test to evaluate home office deductions. This test
identifies the principal place of business as the place
where goods and services are provided to customers or
where income is produced. In general, for an employee,
the courts have found that the focal point of an employee’s
primary source of income is the employer’s facilities. The
Tax Court has also held that “the number of hours of use
alone does not necessarily determine whether an office
qualifies as the taxpayer’s principal place of business.”5
The Second and Seventh Circuits
Overturn the “Focal Point” Test
In Drucker v. Commissioned and Weissman v. Commis
sioner7, the Second Circuit found the Tax Court’s sourceof-income concept in the “focal point” test to be too
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limiting, and instead adopted a test
that weighed the time and impor
tance of the employment-related
activities performed in the home
office.
Drucker, a concert musician
employed by the New York Metro
politan Opera, practiced 30 hours a
week in a room in his apartment
used exclusively as his private
practice studio. The Tax Court held
that since the taxpayer was in the
“trade or business" of being an
employee of the Metropolitan Opera,
his “focal point” or principal place of
business was the same as that of his
employer. Rejecting this view, the
Second Circuit found “this the rare
situation in which an employee’s
principal place of business is not that
of his employer. Both in time and
importance, home practice was the
‘focal point’ of the appellant musi
cians’ employment-related activi
ties.”8 Drucker spent less than half
his working time at his employer’s
place of business, and that work was
made possible only by his home
practice. In fact, her performed in
many places, with the majority of his
preparation occurring at his home.
Where he performed was immaterial,
as long as he was prepared.
Drucker’s use of a home office was
found to be “for the convenience of
the employer” since practice was a
condition of employment and the
employer provided no space for
practice. Having met those tests,
Drucker’s home office expense was
tax deductible.
The application of Drucker to
other situations might have been
limited by the fact that it was based
on a “rare situation,” but the Second
Circuit Court followed and expanded
the same reasoning in Weissman.
Questioning the usefulness of the
“focal point” test when a taxpayer’s
occupation involves distinct but
related activities, the court reasoned
that “the ‘focal point’ approach
creates a risk of shifting attention to
the place where a taxpayer’s work is
more visible, instead of the place
where the dominant portion of his
work is accomplished.”9 Weissman, a
college professor, spent 80% of his
time in scholarly research and
writing which the Tax Court agreed
was a condition of his continued
employment. It was also agreed that
he used his home office exclusively
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and on a regular basis for these
employment-related activities. But
the Tax Court held that the long
standing presumption relating to
college professors, that a teacher’s
principal place of business is the
school at which he teaches, was not

A taxpayer may deduct the
expenses for business use
which can be allocated to
the portion of his or her
dwelling unit...
overcome by the fact that he spent a
majority of his working time in his
home office. In contrast to Drucker,
where no practice space was pro
vided by the employer, Weissman
was provided shared office space on
campus. However, it was not suitable
space for engaging in the necessary
employment-related activities since it
did not provide privacy for thought,
working space and storage for his
papers, or even a typewriter - all
necessary for his writing and re
search. The Second Circuit held that
his use of a home office was not a
matter of personal convenience, but
was for the convenience of the
employer.
The Seventh Circuit in Meiers v.
Commissioner10 followed the Second
Circuit in disagreeing with the Tax
Court’s application of the focal point
test, noting that “it places undue
emphasis upon the location where
goods and services are provided to
customers and income is generated,
not necessarily where work is
predominantly performed.”11 John
and Sally Meiers owned and operated
a self-service laundromat which had
five part-time employees. As the
manager, Mrs. Meiers averaged one
hour a day at the laundromat filling
the coin changer, collecting money
from the machines and assisting
customers. She spent two hours a
day in her home office where she
fulfilled her primary responsibility
for the business: keeping the books
and performing other managerial
tasks. It was undisputed that the
home office was used exclusively and
regularly for business purposes, and
that the decision to make office space
in the home rather than in the

laundromat was a legitimate business
decision. The Tax Court again ruled
that the principal place of business
was the laundromat because the
income was generated and services
were provided to the customers
there. They also noted that the
number of hours the home office was
used did not necessarily determine
whether the office would qualify as
the principal place of business.
In reversing the Tax Court, the
Seventh Circuit stated that the length
of time a taxpayer spends in the
home office compared to other
locations should be the major factor
in determining the taxpayer’s
principal place of business. Other
factors to be considered are “the
importance of the business functions
performed by the taxpayer in the
home office, the business necessity
of maintaining a home office, and the
expenditures of the taxpayer to
establish a home office.”12 As noted
in Weissman, these standards are
similar to the standards detailed in
Proposed Regulation Section 1.280A2(b) (2):
Determination of principal place of
business. When a taxpayer engages
in a single trade or business at more
than one location, it is necessary to
determine the taxpayer’s principal
place of business for that trade or
business in light of all the facts and
circumstances. Among the facts and
circumstances to be taken into
account in making this determination
are the following:
(i) The portion of the total income
from the business which is attribut
able to activities at each location;
(ii) The amount of time spent in
activities related to that business at
each location; and
(iii) The facilities available to the
taxpayer at each location for pur
poses of that business.13
Both the Second and Seventh
Circuit argue that applying these
factors to evaluate home office
expenses deductions would carry out
the intent of Congress in establishing
Section 280A to prevent the conver
sion of non-deductible personal
expenses into deductible business
expenses without preventing the
legitimate deduction of necessary
business expenses.
In granting a deduction for the
Meiers’ home office expenses, the
Seventh Circuit based their decision

on these factors: 1) the majority of
Mrs. Meiers’ time was spent in the
home office, and her most important
business functions were performed
there, 2) it was a legitimate business
decision to create the office space at
home rather than at the laundromat,
and 3) this was not an attempt to
convert non-deductible personal
expenses into deductible business
expenses.
Only one additional case has
reached an appeals court since this
apparent liberalization of the focal
point test. In Pomarantz v. Commis
sioner14, the Ninth Circuit sided with
the Tax Court without criticizing the
decisions of the Second and Seventh
Circuits. Pomarantz was an emer
gency room physician, acting as an
independent contractor, who con
tracted to provide services to a
hospital. He performed all of his
patient services at the hospital and
did not meet with patients in his
home. He spent the majority of his
working hours at the hospital, but
used his home office for studying,
writing, and patient care follow-up.
The hospital did not furnish a private
office, but Pomarantz had access to a
work area, call room, and physician’s
lounge.
The Ninth Circuit determined that,
under any standard applied either by
the Tax Court or by the Second and
Seventh Circuit Courts, the focal
point of Pomarantz’s business was
the hospital and not his home office.
Pomarantz spent an insubstantial
amount of time working in his home
office. He had access to a work area
at the hospital and performed a
substantial portion of his administra
tive and patient follow-up duties at
the hospital. The duties performed at
home were incidental rather than
substantial. Therefore, his home
office deduction was properly denied.
The Tax Court’s New Position
In response to the Second and
Seventh District’s decisions, the Tax
Court has adopted a new position. In
Soliman15 the Court stated that it will
no longer follow the “focal point” test
in cases in which a taxpayer’s home
office is essential to the taxpayer’s
business, the taxpayer spends
substantial time there, and there is
no other location available to perform
the office functions of the business.
Soliman, a physician, used a room in

his apartment exclusively to manage
his medical practice. He had no other
office space available to him. His
business activities at his home office
were essential to his medical practice
but were ancillary to the primary
income-generating services he
performed at hospitals. The Court
determined that where a taxpayer’s
occupation requires essential organi
zational and management activities
that are distinct from those that
generate income, the place where the
business is managed can be the
principal place of business.
At first glance, Soliman appears
very similar to Pomarantz. the
primary difference noted by the Tax
Court was the amount of time spent
in Soliman’s home office. Soliman
spent over 30 percent of his working
hours in his office. In contrast spent
an insubstantial amount of time
(between 150 and 250 hours per
year) working in his office. Another
significant factor was Soliman’s lack
of other office space. Pomarantz had
access to a work area at the hospital
and performed a substantial portion
of his administrative functions at the
hospital.
The Tax Court reached a similar
result in Kahaku v. Commissioner16.
Kahaku, a professional guitarist,
maintained a home office which he
used exclusively and regularly in his
business as a musician. He practiced
30 hours per week in his home office
and maintained his business records
there. Kahaku performed 8 to 12
hours a week in a restaurant. His
home office was held to be his
principal place of business with
respect to his business as a musician.

Conclusion
In deciding whether a client who
engages in a single trade or business
at more than one location has a basis
for deducting a home office expense,
several factors must be considered.
The first is to expect that the IRS will
continue to apply the focal point test.
Whether the taxpayer will prevail in
court depends upon the acceptance
of the more liberal views of the
Second and Seventh Circuits.
Second, for each location the amount
of time spent, the type and impor
tance of the business activities, the
income attributable, and the facilities
available for business purposes need
to be determined. Third, if the

employer provides space, is it
suitable and adequate for the re
quired employment-related activities?
The answer to this question relates
not only to the “convenience of the
employer” test, but also to the
determination of the “principal place
of business.”
Section 280A (c) (5) limits the
deduction for home office expenses
to the net taxable income from the
trade or business before the deduc
tion for the home office expenses. In
the case of an employee, the resul
tant deduction is also considered a
miscellaneous itemized deduction
and will be allowed only to the extent
the total miscellaneous itemized
deductions exceed 2 percent of
adjusted gross income. In spite of
these limitations, many taxpayers
may derive substantial tax benefits
from the new interpretation of the
principal place of business by the Tax
Court.
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The Educating of an
Accountant in Germany
By Lucille E. Lammers, Ph.D., CPA
Claudia Demming
“Elementary and Secondary” School System in Germany
Kindergarten (preschool) experience is optional for German children
just as it is in the United States (U.S.). However, at the age of six or seven
a German child leaves the playful years for attendance at a school. The
school which the child will attend for four years is known as Grundschule
(Table 1).
The first four years of school differ from the all-day school schedule in
the U.S. German students attend their first year of class two to three
hours a day; the second year finds an increase in time generally to four or
five hours a day. No grades are given, but the teachers observe the
students and record comments which are later summarized on report
cards that are sent to the parents. These comments report on students’
strengths and weaknesses, and provide an overall picture of students’
performances. The students do receive grades beginning in the third
grade.
Class time in the third and fourth years averages five hours a day. The
amount of homework is considerable, and the German student spends
much time preparing for the following day’s school. The subjects covered
are very basic during these early years - reading, writing, mathematics,
geography, and physical education.
By the fifth year of school, the hours spent in class are generally five
and one-half. The fifth year of school requires a choice of Hauptschule or
Gymnasium (Table 1). Otherwise, the fifth and sixth years are orientation
As the world grows “smaller” due to
the increasing exchange between coun
tries, it is important to become more
aware of the various country differences
in order to better understand the people
with whom we deal. Some of the differ
ences are evident in education systems
and career paths. With emphasis on the
success of multinational business, an
exploration of the education and career
path of those who prepare the financial
statements should be of value.
This paper summarizes the German
accountant’s path through the school
system in the early years of life, the
university system, and then the career in
accounting. The system described is that
within which one of the authors was
raised. The United States school system
has many similarities across the nation,
but various requirements differ to some
degree. This is true of the German school
system, also.
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Table 1
School System in Germany
Types of Schools
Year in
School

13
12

HAUPTSCHULE
Optional Year

Types of Schools
REALSCHULE

11

10
9
8

7
6

5
4

Route for
least skilled
student

Result
apprenticeship,
skilled worker

Higher academic
standards. Leads to
higher level positions
Orientation:
Pre-Realschule

GYMNASIUM
Graduates may enroll
in classical University

May take lesser
degree after 10th year
Brightest students
attracted to this route

Choose route: Hauptschule, Realschule, Gymnasium

3
2

1

GRUNDSCHULE: 4 years
Age 6 or 7 years

The education in the
classical type
is of a more theoretical
nature than that of the
modern type which is a
combination of
practical and theoretical.
years in which the student may
prepare for Realschule. Changes
from the various school systems are
possible although difficult. In most
cases, additional work is entailed. For
instance, a student in Realschule
could change to the Gymnasium by
repeating the tenth year in Gymna
sium (a few who are very bright enter
the eleventh year) and continuing
through the thirteenth year.
In either of the school types, the
study of English is mandatory, and
the students are fairly proficient in
reading in English by the time they
leave the system. Conversation skills,
however, are more varied. Older
people are not as likely to have the
knowledge of English as those who
are college age and younger.

Hauptschule
During the twelve years of manda
tory education in Germany, the
student has several different options
available. The first consideration
might be Hauptschule (Table 1)
where the formal schooling com
mences at the fifth grade level and
ceases at the tenth grade, although
one more optional year is possible.
The students with the least academic
skills tend to choose this route.
Completion of the program provides
a skilled worker with an apprentice
ship program, which completes the
obligatory twelve years of school.
Realschule
A selection of Realschule involves
six years of school; the first two are
considered orientation (preparation
for Realschule). The students then
enter Realschule at the seventh year
and continue through the tenth year.
Most of these students do an appren
ticeship after school before seeking a
job. They may attend classes during
the apprenticeship period, but are not

obligated to do so. Those who attend
classes during the apprenticeship are
better qualified.
Realschule is an intermediate
program between the Hauptschule
program and the senior school
program, Gymnasium. The students
who attend find a higher academic
demand on their abilities than those
in Hauptschule. They obtain a
certificate at the end of the tenth
school year which qualifies them for
Fachschule, a technical school.
Graduates from the Realschule route
will be considered for positions at a
higher level than those who pursue
the Hauptschule route.

Gymnasium
Brighter students are attracted to
this route of schooling which begins
in their fifth year and continues
through the thirteenth year. In other
words, Gymnasium can encompass
nine years of school although the

student may elect to leave the system
with a lesser degree after the tenth
year. The latter years in Gymnasium
allow the students to take various
subjects which often do not require
examinations.
The University System Business Emphasis
There are two routes to the
university life - the classical type
(universitat) or the modern type
(universitat - Gesamthohschule).
Only the students who graduate from
the Gymnasium may enter the
classical type of university education
which is considered the “real”
university system. The education in
the classical type is of a more theo
retical nature than that of the modern
type which is a combination of
practical and theoretical. Entrance in
the classical university may be
gained only with a certificate from
the prestigious Gymnasium. Those

Table 2
University System
(Especially Business)

TITLE - H II
“Diplom Kauffrau/-man”
Diploma, Businesswoman/man

1
•
Year
•
•
TITLE-H 1
•
“Betribswist(in) ”
•
(Businessman/woman)

• Paper
• Written Exams
(May
split exams, Fall, Spring)
2
Years • 1 major
• 1 minor
• General Economics
• General Business Admin.

Oral exam - Spring
Written exam - Spring
Oral Exam - Fall
Written Exam - Fall
In-Depth Paper

• Total five requirements for the
final exam

•
•
•
•

1 major
2 minors
General Economics
General Business Admin.

Requirements necessary end of 2 years:

2
Years

BASIC
4
SEMESTERS

1. Mathematics level 1 & 2
2. Statistics level 1 & 2
3. Business English (In Paderborn)
4. Law
5. Economics (Micro 1 & 2, Macro 1 & 2,
Political Economy 1)
6. Business Adm. (Marketing, Personnel
Mgmt., Accounting, Finance ...)
7. Orientation Class
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who graduate from a technical school
(Fachschule) may elect to continue
in the modern type of university
education.
The German classical university
system described herein is the
system for business students (Table
2). Basically there are four or five
years of work toward the diploma. A
number of students interrupt their
study in Germany to study abroad for
one or two semesters. In addition,
most of the young men are required
to spend eighteen months in the
German military service. Completion
of the five-year university route may
occur when a student is twenty-five
or older. And for accountants, the
comparable designation as Certified
Public Accountant is still a number of
years in the future.
At the University of Paderborn,
where one of the authors is complet
ing her studies, by the end of the first
two years basic requirements in
math, statistics, business English,
economics, basic marketing, person
nel management, accounting,
finance, and an orientation class must
be completed. This is very similar to
other German universities although
the major exception may be the
requirement of business English in
the Paderborn curriculum.
Paderborn is one of the newer
universities and both the modern and
classical university types are avail
able on this campus.
In the first couple of semesters,
some of the students do very little.
There is no obligation to attend
classes, and no homework is as
signed. In fact, a student in class may
leave the room anytime he/she
desires. The final exam in a subject is
very similar from year to year, and
copies of prior exams are available.
The length of the final exam depends
on the level of the class - i.e., 2 hours
for Math, 4 hours for Economics.
One disadvantage of this system is
the waste of time by those who are
not self-motivated. On the other
hand, the most mature and serious
students are provided the freedom to
explore their chosen field through
library work and learn an important
lesson in responsibility.
When the basic requirements are
completed for the first two years, the
student has two or three more years
of formal study. Those who choose to
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The most mature and
serious students are
provided the freedom to
explore their chosen field
through library work and
learn an important lesson
in responsibility.

receive a degree after two additional
years select one major, one minor,
courses in general economics and
general business administration. The
students who desire the higher
degree (which adds another year of
study) must include a second minor.
The upper-level classes require a
paper by the students, and major
topics are covered in seminars.
Attendance at class is optional, and
no home assignments are required. If
the discussions are good in class and
the students seem to understand the
material, the professor might choose
to skip the exam. However, the
German student must complete a
major paper as well as written and
oral examinations to receive a
degree. And thus, the student must
be prepared for the final exams that
determine success or failure.
The United States’ system does
provide for guidance through home
assignments, but the German system
provides for student responsibility in
as much as completion of school may
only be achieved if the student has
sufficient knowledge to complete the
major paper examinations. The paper
is similar to a master’s thesis in the
U.S., and the exams are similar to
comprehensives. The written exams
consist of three written essays in a
four to six hour period for each. The
oral exam is completed under a
committee of three or four professors
in a thirty to sixty minute session.
The student does not know the topics
that will be covered. Many fail the
exams and then have only one more
opportunity to pass.
At the end of the required study
for the second two years and the
successful completion of the paper
and examinations, the student can
elect to take the title, H I
“Betribswist(in)” (Businessman/

woman) or study for another year,
complete another minor, an in-depth
paper, written and oral examinations
and receive the title, H II “Diplom
Kauffrau-man ” (Diploma Businesswoman/man). The final exams for
graduation with a title H II “Diplom
Kauffrau/-man” are divided into two
parts with one part finished in the fall
and the other in the spring semester.
The Accounting “Major”
An aspiring accountant would
select the major, BiFiSt (Bilanzen,
Finanzen, Steuern) which translates
into annual reports, finance, taxation.
Twelve to thirteen seminar themes
(such as consolidated statements,
accounting principles, taxation
theory, finance, etc.) are available for
the students. There are no prerequi
sites for the seminars. However, the
students must complete all of the
seminars and successfully pass the
one final exam at the end of each
class which determines the grade.
Thus, the serious students will
choose the seminars with care, and
this provides voluntary limitations to
the seminar enrollment procedures.

Only the students who
graduate from the
Gymnasium may
enter the classical
type of university education
which is considered the
“real” university system.

The accounting majors’ papers
often take the form of a review of
accounting in a foreign country such
as England or the United States.
Sometimes these papers are written
in English. The U.S. author reviewed
a few of these papers and found a
good knowledge of the English
written language and U.S. accounting
practices. The German author has
just completed her paper on the U.S.
balance sheet. She spent a semester
studying in the U.S. and developing
the paper through countless hours of
reviewing U.S. periodicals and books
on the subject. The paper was written
upon her return to Germany.

Table 3
Career After University

MAJOR: BiFiSt - Bilanzen, Finanzen, Steuern
(annual reports, finance, taxation)
GOAL: Tax Consultant
1. Application
2. Work in your job for 2 or 3 years
3. Additional examinations (expensive)
Title “Steuerberater”
(Tax Consultant)
4. With this license you can open your own office as a tax consultant.
GOAL: Accountant
1. Work as a “Steuerberater” for at least 5 years - after this you can earn the
title “Wirtschaftspruefer” (German certified public accountant).
a. Examination required
(Cost approximately 10,000 DM)
b. Number achieving this title less than 200 per year

OTHER GOALS:
• Teacher (Assistant to Professor 4-5 years, dissertation; doctoral degree)
• Reporter for the business part in a newspaper or a specific journal
• Business consultant
• Etcetera

A discrepancy in the United States
and German approach to the teach
ing of accounting is very obvious. In
Germany, there are no homework
assignments. The theory of account
ing is taught in lecture sessions,
which the students may attend if they
so desire. The practical work is
covered during their years in busi
ness after the degree has been
achieved. These seminars meet once
a week for three hours. As an
example, Professor Dr. Horst Grafer
of Paderborn University, Paderborn,
West Germany, does provide a
booklet with questions and problems,
but the students are not obligated to
complete the problems or answer the
questions. Most German professors
do not provide such aids to the
students.
At the fourth year of study the
classes resemble the seminars of
graduate students in the U.S. Major
papers and oral exams are required
before the degree is awarded. In fact,
the University of Illinois categorizes
the German students at this level
who are visiting on the Illinois

campus as graduate students. This
categorization is not used in Ger
many.

Accounting Career After
Graduation
If the career goal is to be a teacher,
the graduate works as an assistant to
a professor for four or five years and
must complete a dissertation. Then,
the teacher-candidate waits for an
opening for the final assignment as a
professor. The title, professor doctor,
is respected in Germany.
Possible careers in accounting
include that of tax consultant,
accountant (public), teacher, busi
ness reporter, business consultant,
etc. (Table 3). For those who wish to
become a tax consultant, the first
step is to apply for a position to work
in a firm as a tax accountant. An
apprenticeship of two to three years
is deemed appropriate before
additional examinations are taken to
earn the title “Steuerberater” (tax
consultant). These examinations are
very expensive, but with the license
gained through successful comple

tion comes the opportunity to open
an office as a tax consultant. There
are over 30,000 licensed consultants
(Holzer et al, 1984, p. 342) according
to Wolfgang Luck.
The tax consultant still does not
have the equivalent of our profes
sional designation of CPA, but must
work as a “Steuerberater” for at least
five years after which time he/she
can earn the title
“Wirtschaftspruefer” (business
checker, auditor) and is allowed to
audit annual reports of middle sized
and large sized business firms. At
this stage the accountant is approxi
mately thirty-five years of age. The
accountant earning this professional
title is at a considerably higher level
than the new CPA in the U.S. Con
tinuing education is organized
through the Chamber of
Wirtschaftspruefers - the AICPA of
Germany (Holzer et al, 1984, p. 338).

A discrepancy in the
United States and
German approach to the
teaching of accounting
is very obvious.
In Germany, there are no
homework assignments.
The theory of accounting
is taught in lecture
sessions, which the
students may attend
if they so desire.

There were 3,955 Wirtschafts
pruefers (WPs) in Germany in Jan
uary 1981 (Holzer et al, 1984, pp.
337). In 1988 Dykxhoorn and Sinning
cited a paper by Wolfgang Luck
(1987) which mentioned the present
number of WPs as 5,000. H. Peter
Holzer at the Center for International
Accounting, University of Illinois,
verbally confirmed (February 1990)
that the rules for obtaining the WP
certificate have been temporarily
relaxed resulting in an increase in
WPs. This change is due to new
regulations requiring audits of
additional companies. The total
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population of West Germany in 1981
was approximately 61,000,000.
Between 1976 and 1986, the
American Institute of Certified Public
Accountants’ (AICPA) membership
doubled to more than 240,000
members (Cook, 1987, p. 55). By July
31, 1987, the national membership
was 254,921 (AICPA, 1987, p. 19).
The population in the United States
by census in 1980 was 226,546,000.
The comparison of memberships in
the two professional organizations is
interesting. However, the differences
in auditing regulations, professional
requirements, and membership rules
of the two bodies are numerous and
make any direct comparison mean
ingless.

The education and
career paths of German
accountants are
different from that of
accountants in the
United States.
The German students
are required to study
English in the early years
of school and become quite
proficient in the reading
of English.
Summary
The education and career paths of
German accountants are different
from that of accountants in the
United States. The German students
are required to study English in the
early years of school and become
quite proficient in the reading of
English. There are three major
routes of schooling with the brightest
students who desire a classical
university education entering the
system known as Gymnasium. Thus,
the competition should be at a higher
level than that in the U.S. where all
students progress through high
school. Of course, in the U.S. there
are some honors classes possible
which provide similar or better
competition.
German students desiring an
accounting career generally select
the classical university route. In this
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type of university, the main emphasis
is on theory, not procedure. There
are no homework assignments, and
successful completion of the courses
is by one final two-four hour exam.
After two years, the courses re
semble U.S. graduate work- seminars
with papers required. And, gradu
ation requires a major paper, and
written and oral exams of apparently
somewhat greater difficulty than the
U.S. master’s.
The U.S. author believes there are
advantages and disadvantages to this
system of schooling. The lack of
assignments can cause a waste of
time by some students and possibly
poor study habits after the first two
years at the university. The failure
rate on the first round of exams
leading to a degree is very high. On
the other hand, the students are
more mature than U.S. students and
can utilize the freedom to do a more
in-depth study for the seminars. In
addition, this should provoke a more
responsible attitude by the individu
als which should be noticeable when
they begin work as accountants at
approximately twenty-five years of
age. Yet, most of the German stu
dents feel that the length of school
time is excessive, and the U.S. author
does agree.
After a semester’s work in the U.S.,
the German author commented that
doing problems as homework
assignments was good, but preferred
the German system where the
students were not led by the profes
sors. Other German students study
ing in the U.S. referred to wasteful
“busy work” in general courses
although they mentioned the tremen
dous amount of work expected of the
U.S. students. One even observed
that Americans in general worked at
too fast a pace. A number of the
students were astounded at the help
available from the university profes
sors. Most of the professors in
Germany give a lecture and have few
office hours for the benefit of stu
dents.
Upon graduation the aspiring
accountants learn practical account
ing procedures during an apprentice
ship period. They are approximately
twenty-five years old upon graduation
and have the equivalent of a U.S.
master’s degree. They will be about
thirty-five before they obtain the title
of Wirtschaftsprufer which is similar

to the U.S. Certified Public Account
ant. Relatively speaking, the number
of titled accountants in Germany is
considerably less than in the U.S.
With the world becoming
“smaller”, understanding the differ
ences in education and career paths
of those who prepare and audit
financial statements in foreign
countries is of interest and should
provide respect for colleagues in
Germany. In addition, with the
approaching change in the U.S.
accountant’s education process, a
closer look at systems in other
countries may help to eliminate
future problems.
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An International
Comparison of Audit
Time-Budget Pressures:
The United States and
New Zealand
By Ellen Cook
Timothy Kelly
(1) The causes and extent of time-budget pressures in
Competitive bidding for audit services has become a
public accounting,
major problem in the United States. Under the competitive
(2) The optimal level of time-budget pressure (the desir
bidding system, clients obtain bids from different account
able level of difficulty),
ing firms to “shop around” for the most cost-effective
(3) The importance of attaining time budgets for perform
combination of price, timeliness, and quality suited to
ance evaluations,
their needs. Due to the extremely competitive nature of
(4) The auditors’ behavioral responses to an overly tight
this system and the perception of many clients that an
time budget (e.g., reducing audit quality), and
audit opinion is a homogeneous commodity, firms are
(5) Suggested solutions to the problem of time-budget
often forced to distinguish themselves by offering their
pressures.
services at lower prices. [Hermanson et al; Simon F.
Questionnaires were mailed out to 240 auditors in New
Francis]. This reduction of prices is likely to lead to less
Zealand and 120 auditors in the United States (San Diego
time budgeted for audits. The resulting increase in time
area). Most auditors receiving questionnaires were from
budget pressure and stress felt by auditors may affect the
the then “Big Eight” international accounting firms with
quality of audit work being performed.
some questionnaires also being sent to large national and
Over several years, studies have been done in the
regional firms. The total New Zealand responses were 123
United States indicating that audit time-budget pressures
(51% response rate), while 73 United States responses
are increasing and that these pressures lead to reduced
(61% response rate) were obtained. While the U.S. responaudit quality and underreported chargeable time on the
dents were all from
part of auditors.
San Diego, the levels
Since no interna
Figure 1
of reported
tional comparison
Model ofAudit Time-Budget Pressure
underreporting and
on this topic has
reductions in audit
been done, a study
External
Responses to
quality are similar to
of United States
Stressors
Stress
previous surveys of
and New Zealand
U.S. auditors.
auditors was
[Lightner et al;
performed in
Rhode; Kelly &
order to compare
Seiler].
the extent of time
The results of
budget pressures
this study indicate
and auditor
that time-budget
responses to time
pressures are as
budget pressures.
much a problem in
Auditors from
New Zealand as in
both countries
the United States.
were surveyed
Many auditors in
regarding:
both countries “at
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least occasionally” respond to
unattainable budgets by
underreporting chargeable time or
by reducing audit quality. In addition,
the results suggest that audit time
budgets tend to be more realistically
set in New Zealand than the United
States and that auditors in New
Zealand find that meeting the time
budget is a more important part of
their performance evaluations than
auditors in the United States.
Model of Audit Time-Budget
Pressure
Figure 1 illustrates the suggested
relationship between the external
stressors (time-budget pressure and
performance evaluations) and the
internal stress experienced by the
auditor. In situations in which
auditors are faced with an overlytight time budget and when attaining
the budget is an important part of the
auditor’s performance evaluation, we
would expect the auditor to experi
ence considerable stress. This stress
influences auditors to respond in
ways that increase the auditor’s
chances of completing his or her
work within the specified time
budget and that are expected to lead
to a favorable performance review.
Auditors may take positive ap
proaches in dealing with this stress
(e.g. requesting an increase in the
budget) or they may take unprofes
sional approaches such as reducing
audit quality or underreporting
chargeable time.

Stress influences auditors
to respond in ways that
increase the auditor’s
chances of completing his
or her work within the
specified time budget and
that are expected to
lead to a favorable
performance review.
In the sections that follow, the
causes and extent of time-budget
pressures are examined along with
the problems associated with over
emphasis on time-budget attainment
in performance evaluations. In
addition, auditor responses to time
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Table 1
Perceived Extent of Time-Budget Pressures
Percent of
Time Budgets
Which were

New Zealand
United States
Partners
Seniors
Partners
Seniors
and Managers and Staff and Managers and Staff

Very tight,
practically
unattainable

11%

15%

22%

36%

Attainable
with considerable
effort

44

34

38

34

Attainable
with reasonable
effort

37

41

35

25

8

10

5

5

Very easy to
attain

Number of
respondents

100%

100%

100%

100%

(n=68)

(n=55)

(n=18)

(n=50)

budget pressures (e.g. by
underreporting chargeable time and
by reducing audit quality) are
examined. Finally, potential solutions
to the problems associated with time
budget pressures suggested by U.S.
and New Zealand auditors are
presented.

Causes off Time-Budget
Pressures
Respondents were asked, in an
open-ended question, to specify the
causes of time-budget pressures. The
causes most frequently cited by both
New Zealand and United States
auditors include:
(1) Fee pressures (competition) —
New Zealand 50.4%, U.S. 42.5%
(includes responses citing the onset
of competitive bidding in New
Zealand).
(2) Unrealistic budget due to poor
planning — New Zealand 26.8%, U.S.
38.4%.
(3) Unexpected problems encoun
tered on the audit (e.g., poor records,
poor client cooperation) 00 New
Zealand 14.6%, U.S. 8.2%.
In addition to the above causes,
about 10% of the responding New
Zealand auditors (especially partners

and managers) cited overseas or
“headquarters/branch” problems as
a cause of time-budget pressures.
Fee pressures, though often men
tioned by respondents, do not
directly cause time-budget pressures.
Rather, accounting firms are translat
ing lower fees, brought on by
increasing competition, into smaller
time-budgets without sufficiently
reducing the extent of audit field
work performed.
Extent of Time-Budget
Pressure
To measure the extent of time
budget pressure in New Zealand and
the United States, auditors were
asked to classify the audits worked
on in their present job positions by
degree of difficulty in meeting the
time budget. The responses to this
question are shown in Table 1.
The New Zealand respondents
reported fewer budgets being “very
tight, practically attainable” when
compared with the United States
respondents. In fact, United States
auditors were over twice as likely as
New Zealand auditors to say that
budgets were practically unattain
able.

While some pressure may be
necessary to motivate auditors to
work in an efficient manner, the
results in Table 1 are troubling,
especially in the United States. Over
half of the respondents described
their audit budgets as being either
“very tight, practically unattainable”
or “attainable with considerable
effort.”

effort” remains to clarify the respon
dents’ beliefs as to the meaning of
the term ’’reasonable effort, respon
dents were asked to respond to the
following question: “Time budgets
should be established so that audi
tors with average ability should be
able to attain the budget what
percentage of the time?”

Optimal Time-Budget
Pressure
In another question, auditors were
asked to characterize the “optimal”
time budget using the same four
categories as in Table 1. It is interest
ing to note that 83% of the New
Zealand respondents and 65% of the
United States respondents reported
that the optimal time budget should
be “attainable with reasonable
effort.” This is a stark contrast to the
reported difficulty of meeting actual
time budgets where over half re
quired “considerable effort” or were
“practically attainable.”
While most respondents in both
countries believed that the optimal
audit time budget should be “attain
able with reasonable effort,” the
question of how to define “reasonable

Over half of the respondents
described their audit
budgets as being either
“very tight, practically
unattainable” or
“attainable with
considerable effort. ”
As can be seen in Table 2, most
respondents believed that audit time
budgets should be set up so that they
are attainable more than 75% of the
time by the average auditor. A fairly
large group of respondents believed
that audit time budgets should be set
up so that they are attainable be
tween 50% and 75% of the time. Thus,
the results in Table 2 clarify that

Table 2
Optimal Level of Difficulty ofAudit Time Budgets
Percent of Auditors
who Believe that
Time Budgets
Should Be
Atainable:

New Zealand
United States
Partners
Seniors
Partners
Seniors
and Manage rs and Staff and Managers and Staff

Less than
25% of the
time

3%

0%

10%

2%

25-50%
of the
time

9

7

16

15

50-75%
of the
time

29

47

37

28

More than 75%
of the time

59

46

37

55

100%

100%

100%

100%

(n=68)

(n=54)

(n=19)

(n=53)

Number of
respondents

respondents believed that the term
“reasonable effort” meant “able to be
completed by the average auditor
more often than not.” The actual
time-budget pressure experienced by
auditors, as reported in Table 1, is far
greater than the optimal situation
described in Table 2.

Time Budgets and
Performance Evaluations
Prior U.S.-based research has
shown that attaining the audit time
budget is an important component of
employee performance evaluations.
[same as old 3] In the current study,
auditors were asked, “How much do
you think the attainment of time
budgets actually enters into the
performance evaluation of your
work?” Table 3 summarizes the
results.
In New Zealand, 85% of partners
and managers reported that attaining
time budgets is “very important” or
is of “considerable importance” in
the performance evaluations of their
work. On the other hand, only 68% of
the United States partners and
managers held this same opinion. At
the senior and staff levels, 68% in
New Zealand and 50% in the United
States agreed that attaining audit
time budgets was of major impor
tance as part of their performance
evaluations.
Thus, while United States auditors
face more demanding time-budgets
than New Zealand auditors, attaining
audit time-budgets is perceived as a
less important part of U.S. auditor’s
performance evaluations (especially
by seniors and staff). Since over onethird of the time-budgets faced by
United States seniors and staff were
reported to be “practically attain
able”, it would be logical to see a
reduction of the importance of time
budget attainment as a component of
performance evaluations. Perhaps it
is because New Zealand auditors are
less frequently faced with unreason
able budgets, that attaining the
budget can be a more important part
of their performance evaluations.

Responses to Time-Budget
and Performance Evaluation
Pressures
Prior research has indicated that
auditors sometimes respond to time
budget pressures by underreporting
chargeable time or by reducing the
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Table 3
Perceived Importance ofAttaining Time-Budgets
for Performance Evaluations
______ New Zealand_____________ United States
Partners
Seniors
Partners
Seniors
and Managers and Staff and Managers and Staff

Very
important
consideration

13%

9%

5%

7%

Considerable
importance

71

59

63

43

Somewhat
important

16

26

27

46

Not very
important

0

6

5

4

Number of
respondents

100%

100%

100%

100%

(n=68)

(n=54)

(n=19)

(n=53)

quality of their work (e.g. by making
overly-quick reviews of invoices). In
this study, auditors were asked about
their past responses to a budget that
was so tight that it was unattainable.
The responses to this question are
summarized in Table 4.
Though time-budget pressures are
very prevalent in public accounting,
the results of the survey indicate that
in both countries many auditors
respond to these pressures in a
highly professional manner. Over 90%
of all respondents indicated that they
“at least occasionally” respond to an
overly tight budget by “working
harder and charging all time prop
erly.” In addition, over 75% of the
partners and managers and over 40%
of the seniors and staff from both
countries “at least occasionally”
respond to an overly tight budget by
“requesting and obtaining an in
crease in the budget.”
Unfortunately, the results in Table
4 also confirm prior research studies
which indicated that auditors often
act in unprofessional manners in
response to time-budget and per
formance evaluation pressures. Only
the first two responses shown in
Table 4 can be considered desirable
behaviors. The other responses can
result in reducing morale, jeopardiz
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ing the integrity of the audit, and
obscuring the actual time required to
accomplish the audit, resulting in
inaccurate information and poor
planning of future audits.
In general, compared with part
ners and managers, more auditors at
the senior and staff levels in both
countries “at least occasionally”
reduce audit quality or underreport
chargeable time, perhaps because
they less frequently request budget
increases. Further, New Zealand
auditors are more likely than United
States auditors to “at least occasion
ally” engage in desirable behaviors.
Underreporting is especially a
problem with New Zealand staff
auditors, as over 50% of these audi
tors “at least occasionally”
underreport chargeable time. More
alarmingly, over 30% of all New
Zealand respondents and over 20% of
all United States respondents indi
cated that they “at least occasionally”
reduced the quality of their work in
order to meet an overly-tight time
budget. Public accounting firms will
need to take actions to maintain audit
quality in order to avoid increased
litigation and loss of prestige for the
profession.
While the audit quality problem is
obviously more important than

underreporting, the amount of
underreporting is far from trivial.
Auditors in the study were asked
how many hours they personally
underreport in a normal month. In
addition, they were asked to estimate
the percentage of partners, manag
ers, seniors, and staff auditors who
underreport at least three chargeable
hours in a normal month. The results
generally indicate that auditors
underestimate the extent of
underreporting in the profession. For
example, 58% of the responding New
Zealand staff auditors replied that
they underreport three hours or
more in a normal month. However,
New Zealand partners and managers
estimated that only 21% of staff
auditors underreport three or more
hours in a normal month.
The extend of underreporting was
somewhat lower at all levels in the
United States. For example, 50% of
the responding United States staff
auditors replied that they underre
port three hours or more in a normal
month. United States partners and
managers underestimated the extent
of staff auditor underreporting and
believed that only 30% of staff
auditors underreport three hours or
more in a normal month.
In both the United States and New
Zealand, senior and staff auditors
more correctly estimated the extent
of underreporting (by all job levels)
than did the partners and managers.
Clearly, partners and managers need
to be made aware of the actual extent
of underreporting in the profession.
Underreported hours (perhaps as
much as 5% of all hours worked)
represent hours that cannot be billed
to the client, and will therefore not be
considered in planning future audits,
thus resulting in unrealistic future
bids. More importantly, if inadequate
time budgets are perpetuated, the
temptation to reduce audit quality
remains, with potentially disastrous
consequences for the public account
ing firm involved and for the profes
sion as a whole.
Suggested Solutions
The first step in finding the
solution to a problem is recognizing
that a problem exists. This study
confirms that problems with time
budget pressures exist in both the
United States and New Zealand.
When respondents were asked the

extent of underreporting among
their peers, they vastly underesti
mated the time actually underre
ported. Approximately 50% of the
respondents in both countries and at
all levels underreport three or more
hours in a normal month. However,
the auditors in this study perceived
that underreporting is much less
extensive. In particular, many
partners and managers did not
recognize that a problem exists.

Clearly, public accounting
firms will need to take
action to reduce time
budget pressures.

Although respondents were not
asked about their perception of the
extent of auditors reducing audit
quality to meet difficult time budgets,
it is quite possible that partners and
managers would also underestimate
the extent to which audit quality is
being reduced by staff auditors to
meet time budgets. Despite a firm’s
best efforts, such quality reduction
acts often cannot be detected by a
review process.
Once it is recognized that time
budget pressures pose significant
problems, one step toward a solution
would be encouraging staff to ask for
budget increases when it becomes
evident that the audit cannot be
carried out effectively under the
existing budget. Less than 50% of
responding senior and staff “at least
occasionally” used this option. This
suggests that many senior and staff
auditors perceive asking for a time
budget increase as a personally risky
strategy.
Some additional solutions sug
gested by New Zealand and Unites
States auditors are shown in Table 5.
Suggestions such as improving
communication with clients, involv
ing more job levels in the budgeting
process, and decoupling time bud
gets from fees were made by auditors
from both countries. New Zealand
respondents suggested peer review
which has already been instituted in
the United States, though it is yet too
early to assess its effect on audit
quality. The suggestion of price
collusion, offered by a few, would

Table 4
Auditors Behavioral Responses to
Overly Tight Budgets

Method of
response to
an overly
tight budget

Percent of auditors who at least “occasionally”
respond in the indicated manners
New Zealand
United States
Partners
Seniors
Partners
Seniors
and Managers and Staff and Managers and Staff

Worked harder
but charged all
time properly

91%

90%

95%

91%

Requested and ob
tained an increase
in the budget

78

43

89

42

Underreported
chargeable time
by performing
work on personal
time

38

52

22

38

Reduced the quality
of work to meet
the budget

30

33

21

22

Shifted chargeable
time to nonchargeable
categories on time
report

15

31

16

29

9

10

0

6

24

28

43

43

(n=68)

(n=54)

(n=19)

(n=52)

Charged time to
other jobs
Charged time to
other audit areas
on the same audit

Number of
respondents

violate laws in both countries,
however efforts can be made
through the AICPA to educate the
public on the true costs of effective
auditing. Equally to the point would
be for firms to completely avoid
predatory pricing and the fierce price
competition it breeds. Firms can
work to differentiate themselves
based on value, quality, and service,
rather than price. However, if lower
fees become the norm, firms may
need to accept lower billing rates
rather than creating unrealistic
budgets based on existing billing
rates.

It is interesting to note that
partners and managers proposed a
restructuring of the industry and a
segregation of non-audit services. It
was at the senior and staff level that
solutions involving better planning
were proposed. However, the need
for better communication with the
client and the need to set realistic
budgets was articulated at every
level. Of course, efforts to reduce
costs through use of computer
technology and other efficiencies
continue to be of great importance.
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Conclusion
It is notable that in a profession
already known for its pressure, the
increased use of competitive bidding
in the United States and New Zealand
has increased that pressure with
respect to time budgets for audits.
Clearly, public accounting firms will
need to take action to reduce time
budget pressures if attaining the time
budget continues to be an important
part of performance evaluations. This
study links time-budget pressures to
reduced audit quality, which if left
unchecked, will damage the profes
sional reputation of CPAs. In addi
tion, the study links time-budget
pressures to underreporting of
chargeable time.
Many of the respondents’ sugges
tions for resolving time-budget
pressures can and should be imple
mented, such as involving auditors
from various levels in the budgeting
process, communicating more
effectively with the client as to audit
procedures and requirements, and
decoupling audit budget hours from
audit fees.

It is important that the accounting
profession study problems associated
with time-budget pressures and
begin to implement solutions.
Underreporting has been shown in
prior research to lead to auditor job
dissatisfaction and turnover, as well
as to potentially inadequate billings.
In addition, time-budget pressure has
been shown to be associated with
reduced audit quality in both this and
prior studies. Reduced audit quality
is a major problem being faced in
both the United States and New
Zealand which must continue to be
addressed by both practicing audi
tors and researchers.
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Table 5
Suggested Solutions to Time-Budget Pressures
Proposed Solution

Sample Quotations

Percentage
Mentioning
This Item

Better planning & procedures

19%

“Involve staff at lower level in setting of budget.”

Set realistic budgets (fees)

19%

“Budgets must be realistically set and fee recover
ies determined before the job commences. No
way can the job suffer and standards be allowed
to fall.”

Better communication with client
cost to do the job.”

11%

“It’s important that the client know what it actually

Change relationship between fee and
time budget

9%

“Fees billed should be a reflection of hours taken
(efficiently) rather than hours worked beting a
reflection of fees recoverable.” “Decouple the time
budget from fees.”

Structural changes be instituted

8%

“Institute peer review process on 3 year basis”
(New Zealand comment). “Make it more difficult
for clients to change auditors’ (United States
comment)

Profession unite for higher fees and
better quality.

6%

“Good service for more money.”

Segregate non-audit services

2%

“Negotiate separate fees for special work.”
(n = 193)
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How to Keep Your Job
in Tough Times
By Max Messmer
It is natural to shift attitudes, expectations and goals to
match changing economic conditions. When times are good,
you might tend to concentrate on the future, planning how you
can most quickly advance your career opportunities. In our
current environment, it may be prudent to focus on the very
real issue of how to keep your job right now.
As an accounting professional, you have industry factors
working both for and against you. On the positive side, you are
in a profession that is integral to business practice, which puts
you in a position far superior to people whose expertise lies in
providing discretionary service. On the negative side, the belt
tightening of American business continues to put great
pressure on both corporate and public accounting functions to
do more with less.
While no job is ever guaranteed in any profession, you
should not allow your attitude to shift to one of fear. You
cannot do your best work under those conditions. But it does
make good sense to take a hard look at your surroundings and
assess how you can make yourself a valuable player that only
under the most extreme of conditions could your employer let
you go.
The behavior which helps you keep your job during tight
times is not all that different from the conduct which helps you
move ahead steadily and quickly during good times. In fact,
the added value that solidifies your position during a
recessionary period can accelerate your career path when the
economy moves back into a growth mode.

Act Like You Own the Company
The people who manage your company may or may not own
it, but they are charged with acting like they do. It is their
responsibility to maneuver it successfully through down times
as they work toward a long-term goal of greater prosperity.
Any kind of major challenge to the well-being of an organiza
tion tends to quickly separate those who are concerned most
about the business from those who are mainly concerned
about themselves.
Indicate your willingness to do everything you can to help
the company deal with the pressures it is facing, and tell your
boss that you would like to gain a fuller understanding of
problem areas — that are appropriate to your position — so
that you can help create the solutions. This kind of attitude will
undoubtedly be greatly appreciated.
While management may not be in a position to share certain
confidential information, they should be able to give you
greater insight regarding general areas of concern. Remember
that along with your initiative comes the responsibility of
following through. Take good notes and commit yourself to
returning with a plan of action for areas where you can
contribute.

Simultaneously, step back and take a fresh look at all the
procedures around you with an eye to how certain tasks could
be accomplished more productively. Think of yourself as an
outside efficiency consultant, unfettered by any ties to “that’s
how we’ve always done things.” Because you are much closer
to the day-to-day activities of your job, you should have a better
view of areas of improvement than management does.
Write down your assessment of current problems that might
be corrected, as well as areas where things which are working
“ok” could work even better with a few adjustments. Share this
assessment with your boss and offer to spearhead any actions
that result.
Assume the Role of Morale Booster
This is a good time to read the Rudyard Kipling poem which
begins,
“Ifyou can keep your head while all about you
Are losing theirs and blaming it on you
When people become concerned about the financial
situation of their company, a mild state of paranoia can settle
in. This condition is amplified if layoffs have already occurred.
Management will undoubtedly be trying its best to keep
employees motivated while, at the same time, working to be
honest and realistic about what might lie ahead.
Your open display of dedication and optimism — by support
ing management’s message — can help rally your peers. Seek
out conversations with people how seem to be less cheerful,
attentive and focussed than usual, to provide a sympathetic ear
to how they are feeling and give them a pep talk. Concurrently,
seek out those who are optimistic despite the difficult
economy and enlist their participation in helping others to
regain confidence.
These efforts can have three important results. First, your
ability to increase overall employee motivation will have a
positive effect on company performance, reducing exposure to
layoffs. Secondly, this attitude will not go unnoticed by
management. And thirdly, with other factors being equal,
those people who are perceived as cheerful, friendly and wellliked team players are usually retained over those who are not.
While we all prefer good economic times, there is no
question that adversity can bring out the best in people. If you
view this period as a time to discover and develop the best in
yourself, you will soon find your previous concerns trans
formed into a high level of confidence in both your present and
your future career.
Mr. Messmer is chairman and CEO of Robert Half International
Inc. Its Robert Half and Accountemps divisions specialize in
permanent and temporary placement of accounting, bookkeeping,
financial and information systems professionals. The company has
160 offices worldwide.
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Assignment: CPAs

A Source for Solutions

Go To The Source. The smart accountant does every time
an AICPA technical service is called upon, or when an au
thoritative pronouncement is needed to settle a dispute.

The American Institute of Certified Public Accountants is in
the business of solutions. An entire profession looks to us
to fill a need for information, representation and answers. It
is quite possible that we could also be your solution.

Talented 4-6 year professionals will be given the opportuni
ty to experience the theory behind the practice; the chance
to be involved in new and innovative concepts in Quality
Review, CPE, Examinations, Ethics and Technical
Information — all geared toward creating a positive impact
on the profession.
If you are a technically skilled CPA seeking new direction,
we can put you at the pulse of the industry. In return for
your efforts, we offer competitive remuneration including
excellent benefits. Please send your resume and salary re
quirements in confidence to: Recruiting Administrator,
Human Resources, Dept-WCPA

AICPA

American Institute of
Certified Public Accountants
1211 Avenue of the Americas
New York, NY 10036
An equal opportunity employer

